This paper endeavours to explain the vast differences in the size of capital markets across countries, by drawing together theories emphasising cultural values, dysfunctional institutions, or impediments to trade as obstacles to financial development. To account for endogeneity, instrumental variables pertaining to culture, geography, and colonial history are employed. We find that trade openness and institutions constraining the political elite from expropriating financiers exhibit a strong positive effect on the size of capital markets. Conversely, cultural beliefs and the cost of enforcing financial contracts seem not to introduce significant obstacles for financial development.
Introduction
Economic globalisation has had a particular profound impact upon financial development during the last four decades giving rise to a group of closely intertwined international markets on which banks, corporations, or government agencies trade an increasing amount of assets such as bonds, shares, or currencies. The transaction cost of accessing external funds has shrunk considerably, which facilitates investment and market entry, entails competitive pressures to innovate, mobilises savings to accumulate capital, and eventually induces further economic growth (Levine 1997 (Levine , 2005 . Still, in terms of financial development, considerable heterogeneity continues to exist around the world. While in the period [1990] [1991] [1992] [1993] [1994] [1995] [1996] [1997] [1998] [1999] total capitalisation of stock markets in Hong Kong, Malaysia, or Luxembourg exceeded 100 per cent of GDP, many developing countries did not provide firms the possibility of gaining access to equity finance by selling shares. Moreover, even within the OECD, during the same period, the largest credit markets such as those of Japan or Switzerland granted about ten times more funds to their private sector than the least financially developed member states e.g. Turkey or Poland.
Given the nexus between financial and economic development as well as the relatively high international capital mobility, it is prima facie not clear why such differences in the size of financial markets persist. To date, three broad theories have been proposed to explain the absence of financial development in some countries amid the ongoing globalisation.
First, according to Stulz and Williamson (2003) , cultural heritage may preserve a shared set of widely self-perpetuating values and beliefs even when these are highly deterrent to financial intermediation. Religions in particular impose numerous rules of moral conduct on matters such as the seeking of enrichment, (illegitimate) financial practices such as usury, or may even prohibit charging interest rates. Thereby, most religions seem to attach more weight to the rights of debtors than those of creditors.
Secondly, institutional theories point out that upholding and credibly enforcing property rights -e.g. the right of property owners to extract returns on investment -stands crucial in conducting financial transactions since potential financiers will be reluctant to surrender funds in the face of risks of being expropriated. Thereby, according to the law and finance theory of La Porta et al. (1997) , legal systems differ systematically in proliferating property rights. The common law evolved in 17th century England in order to protect property owners from being dispossessed by the Crown, which gave rise to relatively good investor protection. Conversely, instead of protecting private contracts and property rights, the development of French civil law rested on the desire to solidify state power by giving the government the right to centrally enact statutes. Despite attempts to eliminate the role of corrupt courts, centralising the legal system resulted instead in increased incentives to abuse public power for private benefit (Beck et al. 2003) . Thus, legal origin matters against the background that financiers require, as a last resort, some third party like the court system to prevent entrepreneurs from deferring repayments. However, enforcing arm's-length contracts necessitates the delegation of discretionary power to some authority, which always opens up opportunities for predatory behaviour when bureaucrats, judges, or politicians infringe property rights in order to pocket rents accruing from financial transactions and development (Acemoglu and Johnson 2005) .
Finally, when adopting a political economy perspective, establishing open and transparent financial markets might not always serve the interest of the political and economic elite.
In particular, Rajan and Zingales (2003) argue that while developed stock markets and banking systems enhance economic wealth in general, they initiate competition and may therefore run contrary to the private interests of powerful groups. In countries sheltered from foreign competition, elites with access to government power and economic rents may indeed have considerable incentives to keep tight control of financial transactions in order to prevent new enterprises from entering the domestic market. Conversely, in countries that are open to international goods trade and well integrated into the global economy, domestic rents are likely to be competed down by foreign firms regardless the efficiency of domestic capital markets. Indeed, Ades and Di Tella (1999) find corruption, as a particular form of rent-seeking, to be more endemic in countries with modest exports and imports relative to the size of their economy.
Hitherto, empirical studies have assessed the determinants of financial development separately against the background of individual theories.
As regards cultural determinants, Stulz and Williamson (2003) suggest that the principal monotheistic religions such as Catholicism, Islam, and Protestantism relate systematically to the establishment and enforcement of creditors' rights and therefore affect the efficiency of capital markets.
La Porta et al. (1997) and Beck et al. (2003) observe that common and civil law systems were spread by means of colonial rule as well as the Napoleonic conquests in the aftermath of the French revolution.
1 This allows to relate the relatively limited capital markets in French civil law countries directly to legal origin, which causes poor investor protection, without risking that the causality runs from financial underdevelopment undermining investor protection and legal efficiency instead.
Stressing the importance of institutionalised constraints preventing predatory governance rather than the contractual, or legal dimension, Acemoglu and Johnson (2005) attribute the differences across countries' financial development to the colonial strategy of European empires, which largely depended on the disease environment encountered by European settlers.
In places with relatively modest health hazards for settlement, colonial powers devised institutions that were similar to those of the home country preventing e.g. the government from having access to excessive levels of power. By comparison, territories too hostile for settlement served merely for extracting resources, and institutions were put in place to maximise state income rather than to promote good governance. In former colonies, both the origin of legal institutions, e.g. which power colonised a territory, and institutions to prevent predatory governance, e.g. for what purpose was a territory colonised for according to the disease environment, continue to determine the size of capital markets (Beck et al. 2003 ).
However, constraining government power seems to matter more when explaining financial development (Acemoglu and Johnson 2005) .
Finally, in the empirical part of their studies, Rajan and Zingales (2003) as well as Huang and Temple (2005) find the expected positive relationship between trade openness and financial development, at least in countries open to capital flows, which provides some support for the interest group theory of financial development. However, trade openness might affect financial development through channels other than easing the opposition of incumbent political and economic elites. For example, Do and Levchenko (2006) argue that in countries abundantly endowed with physical capital, specialisation in capital-intensive industries increases the demand for well functioning financial intermediation.
The contribution of the present paper lies in conducting an integrated test on the ability of cultural beliefs and values, institutional quality, and trade to explain cross-country differences in financial development. To avoid our results being affected by regional financial downturns such as the Asian crises in 1997, we employ data on stock market capitalisation and the amount of credit granted to the private sector averaged over the 1990s to measure the The remainder is organised as follows: section 2 draws together the interrelationships between financial development and its determinants into an econometric model meanwhile section 3 prepares the stage further by discussing instrumental variables predicting institutional quality and trade openness. Section 4 assembles exogenous and predicted variables pertaining to culture, institutions, and trade to assess their explanatory power on financial development. Section 5 summarises and concludes.
An Econometric System for the Determinants of Financial Development
From the 1960s onwards, many countries around the world have witnessed a gradual rise in the size, breadth, and valuation of their capital markets (Rajan and Zingales 2003) , which has coincided with a further deepening of international economic integration and efforts to spread institutions to enhance the quality of government. Thus, well functioning capital markets, institutional quality, and trade openness might be determined simultaneously within a system of structural equations rather than exhibiting unilateral, effect-cause relationships. The path diagram of figure 1 attempts to summarise the interrelationships between exogenous and endogenous variables that feature in the theoretical literature on financial development. rely on a hierarchically structured organisation to solidify spiritual power, which breeds intolerance towards modernisation, reduces the quality of government, and tends to retard economic development (see also Landes 1998: Chapters 11, 24) .
Other exogenous factors impacting indirectly upon financial development include colonial history (HIS) and geography (GEO).
Legal and political institutions safeguarding financial transactions have historically been spread through conquest (H). Since institutions typically change only gradually over time (North 1990) , the effect of exogenously imposed institutions potentially endures long after the control of an occupying or colonial power has ceased.
Despite steady decreases in transportation costs, trade continues to be in essence a neighbourhood phenomenon related to geographical factors (I). This finding has been exploited by Frankel and Romer (1999) Gallup et al. 1999; Landes 1998 : Chapters 1,2; Rodrik et al. 2004; Sachs 2003) . In particular, the exact path through which a measure like latitude ends up affecting financial development is far from clear. Therefore, we employ geographical latitude as a broad control for economic, institutional, and historical conditions and will assess its impact carefully meanwhile conducting robustness checks.
The relationships of figure 1 can be restated in form of structural equations for each endogenous variable. In particular, econometric equations associate financial development,
institutional quality,
and trade openness,
with exogenous variables (CUL, GEO, HIS), whose coefficients are designated by β ij with subscripts ij referring to equations respectively variables, endogenous variables, whose coefficients are designated by α ij , stochastic disturbances i , and an intercept term c i . In order not to risk simultaneous equations bias, financial development (1) needs estimating jointly with (2) and (3) within the structural system,
where y is a 1 × 3 vector collecting endogenous variables (F IN, IN S, T RD) whilst the 1 × 3 vector z collects the set of exogenous, or instrumental variables (CU L, GEO, HIS). Matrices
A and B contain the structural coefficients, some of which can, however, not be retrieved from (4) since endogenous variables, y, affected by reverse causality remain unobservable.
Instead, institutional quality ( IN S) and trade openness ( T RD) can be predicted by means of a two stage-stage least squares procedure (2SLS), which, after transforming (4) into its reduced form,
regresses endogenous variables first onto underlying instrumental variables. To the extent that the fitted values ( IN S) and ( T RD) are highly correlated with their actual counterparts, they serve as good proxies to establish the causal impact of institutional quality and trade openness upon financial development during the second stage.
Instrumental Variables predicting Institutional Quality and Trade
To prepare the ground for establishing the determinants of financial development, this section extracts the predicted variables for institutional quality and trade openness from first-stage regressions onto underlying instrumental variables within the reduced form (5). We focus on parsimonious models including a small number of exogenous variables, which exhibit a strong and theoretically underpinned correlation with institutional quality and trade since instruments with coefficients close to zero, e.g. weak instruments, might harm the efficiency of subsequent estimates (Staiger and Stock 1997) . Unlike other direct determinants of financial development, culture encompasses exogenous variables and therefore does not need to be instrumented for in a first stage.
Institutional Quality
Institutional quality manifests within financial exchanges in the degree to which humanly devised rules lead to the proliferation of investor protection and facilitate the access of entrepreneurs to external funds. In arm's-length financial transactions, the prospect for enforcing financial contracts depends in turn on the willingness of the state to protect investors from being dispossessed. However, the state itself may infringe property rights when politicians or bureaucrats abuse their discretion in order to seek self-enrichment inducing arbitrariness based uncertainty, which undermines the trust in arm's-length transactions.
North ( translates into a decrease in institutional quality whereas the opposite relationship holds for CONSTRAINTS ON THE EXECUTIVE. Table 3 conflicts without having to comply with strict dogmas or potentially burdensome procedural rules. Conversely, the civil law relies on a collection of centrally enacted and authoritative legal principles, which leave judges with less discretion to resolve disputes on a case-bycase basis. Albeit this mitigates against abuses by corrupt judges (which was the basic rationale for designing the French civil law) a comprehensive codification allegedly induces more cumbersome procedures and hence increases the cost of enforcing a contract.
As regards predatory institutions, the fraction of the population having a major EURO-PEAN LANGUAGE as the mother tongue has been taken from Hall and Jones (1999) to instrument for the credible enforcement of property rights. Institutions, such as democracy, checks and balances, or the rule of law guarding against usurpatory state power originated in Western Europe and were spread during the colonial era. Therefore, the affiliation with these institutions relates systematically to the influence colonial powers exerted over a territory, which could be preserved in present-day linguistic conditions. Estimates of column (2) indeed find a strong positive relationship between the extent to which EUROPEAN LANGUAGES are spoken and the degree to which a country puts CONSTRAINTS ON THE EXECUTIVE e.g. to prevent investors from being dispossessed. The mortality rates of European settlers before 1850 provide another way to trace the influence of colonial powers and the corresponding spread of institutions mitigating against predatory governance.
Despite only relating to former colonies reducing the sample by almost 50 countries, settler MORTALITY rates enter the regressions of column (3) Stulz and Williamson (2003) , this study follows La Porta et al. (1999) and Beck et al. (2003) by measuring the impact of religions by the proportion of the population affiliated to a belief system rather than indicating the predominant religion. Employing alternative measures of religious affiliation however did not affect the essence of the aftermentioned results. 6 For a recent empirical study see La Porta et al. (1999) . Landes (1998) eties might find it more difficult to agree on a set of rules to prevent political elites from having access to an excessive amount of power. Social conflicts could even induce ethnic groups controlling the government to draw up cumbersome legal procedures, which allow to extract more rents for their coethics along the lines of the tollbooth theory of regulation of Shleifer and Vishny (1993) . However, within our sample of countries, ETHNIC DIVERSITY results in a significant deterioration only of predatory but not contracting institutions.
Finally, a country's institutional quality increases in its LATITUDE. However, possibly due to its aforementioned collinearity with settler MORTALITY, the positive entries of LAT-ITUDE in columns (3) and (4) impact only marginally significant upon the CONSTRAINTS ON THE EXECUTIVE suggesting that the distance from the equator may partly reflect the desire of European colonisers to settle in familiar climatic zones.
To preserve a high number of observations and account for the diversity of countries never subject to colonial rule, the specifications of columns (1) and (2) 
Trade Openness
Efforts to adopt an open financial system might coincide with policies to remove impediments to international trade. However, to establish the impact of TRADE OPENNESS, measured by imports and exports as a share of GDP, a country's propensity to trade needs establishing in a first-stage from underlying exogenous variables. Thereto, Frankel and Romer (1999) observe that international trade between countries associates closely with their geographical proximity and their joint (market) size. To asses the causal impact of economic integration, we employ CONSTRUCTED TRADE shares taken from Frankel and Rose (2002) and extracted from a standard gravity equation regressing bilateral trade flows between countrypairs in 1990 onto the distance between their capital cities, country size in terms of joint area and the population of the target country, a common language and border indicator, as well as whether or not countries are landlocked. Owing to the relationship with exclusively geographical variables, this offers a measure of the propensity for economic integration that remains unaffected by feed back from e.g. economic or financial development.
As can be observed from columns (5) and (6) Table 4 reports the results of regressing variables pertaining to institutional quality, economic integration, and culture onto CREDIT and STOCK. to live a life in dissipation and luxury foster capital accumulation, present results find neither a significant nor a systematic effect on financial development.
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Secondly, regardless the estimation method and at any conventional level of rejection, TRADE OPENNESS tends to enlarge the size of capital markets for both equity and debt finance in a statistically significant manner. Furthermore, the magnitude of the coefficients imply that an increase in trade relative to GDP of one standard deviation entails an increase in financial development of between one third and half a standard deviation. The positive entry of economic integration lends support to the interest group theory of Rajan and
Zingales (2003), e.g. reducing impediments to trade increases the contestability of domestic markets, reduces monopoly rents, and thereby disciplines domestic elites not to corrupt the benefits of financial development away. However, in countries with comparative advantages in capital intensive industries, the nexus between the size of financial market and economic integration may also be attributed to an increase in the demand for external funds.
Finally, placing more CONSTRAINTS ON THE EXECUTIVE consistently and significantly enhances the relative size of capital markets with economically large coefficients accruing in particular to the amount of CREDIT granted to the private sector. Similarly to the way which international economic integration competes away monopoly rents, a high quality of predatory institutions constrains political power that might be abused by the elite to usurp rents from financial transactions. TRADE OPENNESS and the CONSTRAINTS ON THE EXECUTIVE, hence, may serve the same goal of protecting current and future investors from being expropriated by a leviathan government emphasising, however, the role of excessive monopoly rents respectively political power as an obstacle to financial development. Conversely, contracting institutions inherent in LEGAL FORMALISM exhibit a far smaller impact upon financial development, with rather modest and far from significant coefficients estimated by 2SLS. Therefore, the nexus between investor protection and the common law seems not to provide the crucial determinant to explain why some countries remain financially underdeveloped. Rather, as suggested by Acemoglu and Johnson (2005) , financial markets can work without prominent contracting institutions, albeit, due to the widely negative entry of LEGAL FORMALISM, an effective enforcement of contracts seems to facilitate financial transactions made at arm's-length to some extend. 9 Easterly and Levine (1997) find a positive correlation between ETHNIC and CREDIT. We have not included ETHNIC as we would expect its effect on financial development to occur primarily via the quality of institutions. Including ETHNIC nevertheless resulted in an insignificant coefficient which did not affect the significance or direction of impact of the remaining variables.
Robustness Checks
The accuracy of two-stage least squares estimates rests on the quality of the instrumental variables employed. Given that the predicted values for institutional quality and trade openness of table 2 correlate closely with their actual counterparts, and F-statistics of the first-stage regressions exceed the threshold value of 10 proposed by Staiger and Stock (1997) ,
there is a priori no evidence that the present results suffer from weak instruments. However, the recent literature on economic and financial development has given rise to a variety of alternative historical and geographical variables related to institutional quality and trade openness, some of which serve in table 5 to run robustness checks on the baseline results.
First-stage results are not reported here as the essence of section 3 carries over when employing alternative instruments. Sachs (2003) has argued that LATITUDE leaves major geographical factors unaccounted for. In particular, the distance from the equator does not relate to the poor agricultural productivity of tropical red soils compared with the brown and black soils predominating in temperate zones, or the vast climatic differences between countries located on the western or eastern sides of a continent. Therefore, two alternative instruments for geographical obstacles to development are employed. Against the background that financially and institutionally underdeveloped countries are located predominantly around the equator, column (3) of table 5 employs the percentage of land located in TROPIC zones and column (4) Due to the controversy arising around the exact theoretical underpinning and empirical direction of the impact of geography upon a country's development (Gallup et al. 1999; Sachs 2003; Rodrik et al. 2004) , column (5) of table 5 drops LATITUDE altogether from the set of variables instrumenting for contracting and predatory institutions.
Finally, meanwhile relating TRADE OPENNESS to proximity variables between country pairs, column (6) of table 5 follows Frankel and Romer (1999: 385) , who account for withincountry trade by introducing country size in terms of population and area as additional instruments to CONSTRUCTED TRADE shares.
Above all, employing alternative sets of instrumental variables to circumvent the endogeneity of institutional quality and trade openness lends further support to the previous findings that reducing the risk of expropriation within the vertical, state-entrepreneur/financier relationship stands crucial to achieve a high degree of financial development. Predatory institutions and international economic integration fail only to produce a significant impact upon the development of STOCK markets when dropping respectively LATITUDE in column (5) and accounting for within-country trade in column (6). Meanwhile, the quality of the legal protection and enforcement of property rights within the horizontal, financierentrepreneur relationship seems to be beneficial, but not to constitute a prerequisite for establishing well functioning capital markets. Finally, yet again there is some evidence that CATHOLIC countries have somewhat smaller capital markets. Moreover MUSLIM belief relates to the composition of financial markets insofar as Islamic countries tend to rely more on debt finance.
The final two columns of table 5 follow Huang and Temple (2005) to split the sample into lower and lower-middle income countries as well as high and upper middle-income countries.
This reduces the number of observations and the heterogeneity within the corresponding subgroup thereby lowering the regression-fit. Investor protection is better proliferated by high income countries, which -aside from oil-exporting countries -score mostly the maximum value of 7 in constraining the state from having access to excessive levels of power.
Conversely, the quality of contracting institutions is less strongly associated with income levels. With an average value of 3.9, low income countries score only 0.5 points higher on the extent of LEGAL FORMALISM, which does not translate into significantly smaller capital markets for neither group of countries. Conversely, TRADE OPENNESS continues to affect financial development in a significantly positive manner regardless the difference in income levels. For low income countries, this concurrence between internationally open mar-kets and financial development is unlikely to result from an increased demand for financial intermediation by export-orientated industries specialising in capital intensive production, as proposed by Do and Levchenko (2006) . Finally, column (8) Table 6 reports the results when different indices are employed to proxy for the quality of contracting and predatory institutions. Once again, the essence of our previous results is confirmed. In particular, mitigating against the risk that elites with access to political power appropriate rents by expropriating financiers increases the willingness for financial intermediaries to surrender funds. However, meanwhile internationally open markets seem all-important to financial development, according to the results of table 6, institutions to prevent predatory governance seem more important when undertaking equity finance. Moreover, in contrast to bank-loan finance, countries dominated by Catholicism tend to have smaller stock markets. Other religious and contracting institutions seem to exhibit only an insignificant direct impact upon financial development.
Concluding Remarks
By drawing together theories emphasising the role of cultural values and beliefs, dysfunctional institutions, or impediments to trade as obstacles to financial development, this paper has endeavoured to shed more light on the reasons why some countries lack well functioning capital markets, despite the benefits financial markets offer for establishing new enterprises and fostering economic growth. Two-stage least squares, which estimate the joint effects of financial development, institutional quality, and trade openness, suggest that controlling the risk that an incumbent elite with access to government power will appropriate rents by expropriating investors stands crucial in establishing well functioning financial intermediaries. Primarily, leaving domestic markets open to foreign trade and competition, but also institutions devised to prevent predatory governance -e.g. by strengthening checks and balances, democratic accountability, or the rule of law -provide mechanisms to undermine the ability of domestic elites to pocket rents by dispossessing financiers. Conversely, contracting institutions seem to be less important insofar as some capital markets apparently thrive in the absence of safeguarded financial contracts between investors and entrepreneurs.
Furthermore, cultural values and beliefs affecting creditors' and debtors' rights seem to play only a minor role in directly determining the size of capital markets. Only Catholic affiliation in high income countries tends to restrain the size of capital markets to some degree.
However, cultural factors such as religion or ethnic diversity affect the quality of predatory institutions thereby exhibiting an indirect effect onto financial development.
Two-stage least squares attribute endogenous variables such as institutional quality or trade to exogenous factors such as culture, colonial history, or geography before evaluating their impact upon the size of stock and credit markets. This, however, does not imply that exogenous factors predetermine financial development but merely constitutes a statistical procedure to offset reverse causality. In particular, different countries have pursued different strategies relying e.g. more on checks and balances, reducing impediments to trade, or fostering democratic accountability to prevent rent-seeking governance. However, implementing credible policies to reduce the risk of financiers being expropriated by the state could be highly beneficial when financial intermediaries surrender more funds towards new businesses, which in turn tends to foster economic growth. 
A Data Appendix

CONSTRAINTS ON EXECU-TIVE
Index on the institutional limitations put on the executive authority in terms of average for the years 1990-1999. Index scores range from 0 to 7 with higher values designating more constraints on exerting executive power. Acemoglu and Johnson (2005) .
PROPERTY RIGHTS
Index on the protection of private property. Index scores range from 0 to 7 with higher values designating more secure property rights.
Heritage Foundation.
RISK OF EXPROPRIA-TION
Index on the risk of expropriation of private foreign investment by the government in terms of average over the years [1985] [1986] [1987] [1988] [1989] [1990] [1991] [1992] [1993] [1994] [1995] . Index scores range from 0 to 10. To make the results more intuitive, scores have been reversed with higher values designating more risk.
Political
Risk Service.
EUROPEAN LANGUAGE
Fraction of the population speaking one of the major languages of Western Europe: English, French, German, Portuguese or Spanish. Hall and Jones (1999) .
POPULATION DENSITY
Population density in 1500. Acemoglu et al. (2001) . Penn World Table Version 6.1.
CONSTRUCTED TRADE
Trade openness extracted from a gravity equation on distance, country size, and other geographical controls. Frankel and Rose (2002) . LATITUDE Country's distance from the equator scaled to take values between 0 and 1, where 0 designates the location of the equator and 1 designates the poles.
La Porta et al. (1999) .
TROPIC Land surface located in tropical climatic zone (defined after the classification of Koeppen and Geiger). Gallup et al. (1999) . MALARIA Population living in areas with malaria in 1994. Gallup et al. (1999) . POP Population of a country WDI. Coefficients pertain to standardised variables (beta coefficients) and are significant at the 10% level when labelled with *, at the 5% level when labelled with **, and at the 1% level when labelled with ***. (2), (3) and (5) Legal Formalism, Constraints on the Executive, and Trade Openness have been instrumented for by the corresponding proxies of table 2. Standard errors are in parentheses. They are heteroscedasticity robust, applying the method of White. Coefficients pertain to standardised variables (beta coefficients) and are significant at the 10% level when labelled with *, at the 5% level when labelled with **, and at the 1% level when labelled with ***. (beta coefficients) and are significant at the 10% level when labelled with *, at the 5% level when labelled with **, and at the 1% level when labelled with ***. (beta coefficients) and are significant at the 10% level when labelled with *, at the 5% level when labelled with **, and at the 1% level when labelled with ***.
